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Foreign Investment in U.S. Securities 



Summary 

Foreign capital inflows are playing an important role in the U.S. economy by 
bridging the gap between domestic supplies of and demand for capital. Foreign 
investors now hold more than 50% of the publicly held and traded U.S. Treasury 
securities. The large foreign accumulation of U.S. securities has spurred some 
observers to argue that this large foreign presence in U.S. financial markets increases 
the risk of a financial crisis, whether as a result of the uncoordinated actions of 
market participants or by a coordinated withdrawal from U.S. financial markets by 
foreign investors for economic or political reasons. 

Congress likely would find itself embroiled in any such financial crisis through 
its direct role in conducting fiscal policy and in its indirect role in the conduct of 
monetary policy through its supervisory responsibility over the Federal Reserve. 
Such a coordinated withdrawal seems highly unlikely, particularly since the vast 
majority of the investors are private entities that presumably would find it difficult 
to coordinate a withdrawal. It is uncertain, though, what types of events could 
provoke a coordinated withdrawal from U.S. securities markets. Short of a financial 
crisis, events that cause foreign investors to curtail or limit their purchases of U.S. 
securities likely would complicate efforts to finance budget deficits in the current 
environment without such foreign actions having an impact on U.S. interest rates, 
domestic investment, and the long-term rate of growth. This report analyzes the 
extent of foreign portfolio investment in the U.S . economy and assesses the economic 
conditions that are attracting such investment and the impact such investments are 
having on the economy. 

Economists generally attribute this rise in foreign investment to comparatively 
favorable returns on investments, a surplus of saving in other areas of the world, the 
well-developed U.S. financial system, and the overall stability and rate of growth of 
the U.S. economy. Capital inflows also allow the United States to finance its trade 
deficit because foreigners are willing to lend to the United States in the form of 
exchanging the sale of goods, represented by U.S. imports, for such U.S. assets as 
U.S. businesses and real estate, stocks, bonds, and U.S. Treasury securities. Despite 
improvements in capital mobility, foreign capital inflows do not fully replace or 
compensate for a lack of domestic sources of capital. Economic analysis shows that 
a nation’s rate of capital formation, or domestic investment, seems to have been 
linked primarily to its domestic rate of saving. 

To date, the world economy has benefitted from the stimulus provided by the 
nation’ s combination of fiscal and monetary policies and trade deficit. Over the long 
run, however, concerns are growing that U.S. economic policies and the 
accompanying large deficit in its international trade accounts could have a negative 
impact on global economic developments, especially for developing countries. 

This report relies on a comprehensive set of data on capital flows, represented 
by purchases and sales of U.S. government securities and U.S. and foreign corporate 
stocks, bonds, into and out of the United States, that is reported by the Treasury 
Department on a monthly basis. This report will updated as events warrant. 
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Foreign capital inflows are playing an important role in the U.S. economy by 
bridging the gap between domestic supplies of and demand for capital. International 
capital flows and international capital markets also give the owners of capital the 
ability to reduce their risk by diversifying their investments. Foreign investors are 
now major investors in U.S. corporate stocks and bonds and hold more than 50% of 
the publicly held and traded U.S. Treasury securities. These capital inflows help 
keep U.S . interest rates below the level they would reach without them and allow the 
Nation to spend beyond its current output, including financing its trade deficit. Some 
observers, however, are concerned about the extent of these foreign holdings, because 
they argue that this exposure increases the overall risks to the economy should 
foreign investors decide to withdraw from the U.S. financial markets for political or 
economic reasons. 

Inflows of capital into the U.S. economy are not new. Such inflows, however, 
grew sporadically over the last decade, as indicated in Table 1. In 1996, total foreign 
capital inflows to the United States reached over $551 billion. As Figure 1 shows, 
these capital inflows are comprised of official inflows, primarily foreign 
governments’ purchases of U.S. Treasury securities, and private inflows comprised 
of portfolio investment, which includes foreigners’ purchases of U.S. Treasury and 
corporate securities, and financial liabilities, and direct investment in U.S . businesses 
and real estate. By 2000, total foreign capital inflows totaled more than $1 trillion. 
Such inflows were reduced in 2001 and 2002 as the growth rate of the U.S. economy 
slowed, but grew to over $2.0 trillion in 2007 as the rate of economic growth 
improved. Private capital inflows comprise more than three-fourths of the total 
capital inflows, with foreign purchases of corporate securities, stocks and bonds 
being the main components of these inflows. In 2007, official inflows are estimated 
to account for 17% of total foreign capital inflows, down from23.7% in 2006. 

Capital flows are highly liquid, can respond abruptly to changes in economic 
and financial conditions, and exercise a primary influence on exchange rates and 
through those on global flows of goods and services. Economists generally attribute 
this rise in foreign investment to comparatively favorable returns on investments 
relative to risk, a surplus of saving in other areas of the world, the well-developed 
U.S. financial system, and the overall stability of the U.S. economy. These net 
capital inflows (inflows net of outflows) bridge the gap in the United States between 
the amount of credit demanded and the domestic supply of funds, likely keeping U.S . 
interest rates below the level they would have reached without the foreign capital. 
These capital inflows also allow the United States to spend beyond its means, 
including financing its trade deficit, because foreigners are willing to lend to the 
United States in the form of exchanging goods, represented by U.S . imports, for such 
U.S. assets as stocks, bonds, and U.S. Treasury securities. 
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Table 1. Capital Inflows to the United States, 1996-2007 

(in billions of dollars) 





Total 


Official 

assets 


Private assets 


Total 


Direct 

investment 


Treasury 

securities 


Corporate 

securities 


U.S. 

currency 


Other 




1996 


$551.1 


$126.7 


$424.4 


$86.5 


$147.0 


$103.3 


$17.4 


$70.2 


1997 


706.8 


19.0 


687.8 


105.6 


130.4 


161.4 


24.8 


265.5 


1998 


423.6 


-19.9 


443.5 


179.0 


28.6 


156.3 


16.6 


62. S 


1999 


740.2 


43.5 


696.7 


289.4 


-44.5 


298.8 


22.4 


130.5 


2000 


1,046.9 


42.8 


1,004.1 


321.3 


-70.0 


459.9 


5.3 


287.6 


2001 


782.9 


28.1 


754.8 


167.0 


-14.4 


393.9 


23.8 


184.5 


2002 


768.2 


114.0 


654.3 


72.4 


100.4 


285.5 


21.5 


174.4 


2003 


829.2 


248.6 


580.6 


39.9 


113.4 


251.0 


16.6 


159.7 


2004 


1,440.1 


394.7 


1,045.4 


106.8 


107.0 


369.8 


14.8 


477. C 


2005 


1,204.2 


259.3 


995.0 


109.0 


132.3 


450.4 


19.0 


234.3 


2006 


1,859.6 


440.3 


1,419.3 


180.6 


-35.9 


592.0 


12.6 


670.2 


2007 


1,863.7 


412.7 


1,451.0 


204.4 


166.3 


391.9 


10.9 


677.3 



Source: Bach, Christopher L., U.S. International Transactions in 2007, Sun’ey of Current Business , 
April, 2008. p.48. 
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Figure 1. Foreign Official and Private Capital Inflows to the United 

States, 1996-2007 
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Capital Flows in the Economy 

Table 2 shows the net flow of funds in the U.S. economy. The flow of funds 
accounts measure financial flows across sectors of the economy, tracking funds as 
they move from those sectors that supply the sources of capital through 
intermediaries to sectors that use the capital to acquire physical and financial assets. 1 
The net flows show the overall financial position by sector, whether that sector is a 
net supplier or a net user of financial capital in the economy. Since the demand for 
funds in the economy as a whole must equal the supply of funds, a deficit in one 
sector must be offset by a surplus in another sector. Generally, the household sector, 
or individuals, provides funds to the economy, because individuals save part of their 
income, while the business sector uses those funds to invest in plant and equipment 
that, in turn, serve as the building blocks for the production of additional goods and 
services. The Government sector (the combination of federal, state, and local 
governments) can be either a net supplier of funds or a net user depending on whether 
the sector is running a surplus or a deficit, respectively. The interplay within the 
economy between saving and investment, or the supply and uses of funds, tends to 
affect domestic interest rates, which move to equate the demand and supply of funds. 
Shifts in the interest rate also tend to attract capital from abroad, denoted by the rest 
of the world (ROW) in Table 2. 



Table 2. Flow of Funds of the U.S. Economy, 1996-2007 

(in billions of dollars) 









Government 




Year 


Households 


Businesses 


Total 


State and 
Local 


Federal 


ROW 


1996 


175.2 


19.8 


-196.8 


-1.2 


-195.6 


137.9 


1997 


47.4 


-18.3 


-116.6 


-47.5 


-69.1 


219.6 


1998 


128.0 


-45.7 


64.8 


48.8 


16.0 


75.0 


1999 


-132.7 


-62.6 


115.3 


9.9 


105.4 


231.7 


2000 


-371.0 


-82.9 


252.5 


54.5 


198.0 


476.3 


2001 


-494.4 


-82.9 


233.4 


35.4 


198.0 


485.4 


2002 


-343.4 


8.7 


-382.6 


-95.6 


-287.0 


501.7 


2003 


-101.8 


30.3 


-546.3 


-70.4 


-475.9 


535.4 


2004 


-230.6 


136.8 


-468.6 


-32.9 


-435.7 


554.4 


2005 


-741.0 


-26.1 


-413.1 


-16.1 


-397.9 


773.3 


2006 


-656.9 


-170.5 


-338.8 


-50.3 


-283.0 


829.3 


2007 


-188.0 


-45.4 


-353.3 


-90.7 


-284.0 


677.4 


12007 


6.4 


-57.9 


-486.5 


-95.7 


-387.8 


728.1 



1 Teplin, Albert M., the U.S. Flows of Funds Accounts and Their Uses, Federal Reserve 
Bulletin, July 2001. p.431-441. 
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Year 


Households 


Businesses 


Government 


ROW 


Total 


State and 
Local 


Federal 


II 2007 


-1,199.6 


10.8 


-130.2 


-64.3 


-65.9 


621.4 


III 2007 


618.5 


-86.9 


-435.9 


-84.8 


-351.1 


441.9 


IV 2007 


-177.8 


-47.6 


-449.5 


-118.2 


-331.3 


918.2 


12008 


219.2 


-90.9 


-636.8 


-162.7 


-474.1 


592.1 



Source: Board of Governors of the Federal Reserve System, Flow of Funds Accounts of the United 
States, Flows and Outstandings First Quarter 2008 , June 5, 2008. 



As Table 2 indicates, from 1996 through 1998, the household sector ran a net 
surplus, or provided net savings to the economy. The business sector also provided 
net surplus funds in 1996, or businesses earned more in profits than they invested. 
The government sector, primarily the federal government, experienced net deficits, 
which decreased until 1998, when the federal government and state and local 
governments experienced financial surpluses. Capital inflows from the rest of the 
world rose and fell during this period, depending on the combination of household 
saving, business sector saving and investment, and the extent of the deficit or surplus 
in the government sector. 

Starting in 1999, the household sector began dissaving, as individuals spent 
more than they earned. Part of this dissaving was offset by the government sector, 
which experienced a surplus from 1998 to 2001. As a result of the large household 
dissaving, however, the economy as a whole experienced a gap between domestic 
saving and investment that was filled with large capital inflows. Those inflows were 
particularly large in nominal terms from 2000 to 2006 as household dissaving 
continued and government sector surpluses turned to historically large deficits in 
nominal terms. 

In 2007, capital inflows fell by about $150 billion from the amount recorded in 
2006. This drop in capital inflows reflected a sharp drop in household dissaving, a 
decrease in business sector dissaving and an increase in the deficits experienced by 
state and local governments. In the first quarter of 2008, the flow of funds show a 
large drop in capital inflows from the rest of the world, from $918 billion in the 
fourth quarter of 2007 through the first quarter of 2008. In addition, households 
turned from a dissaving of $178 billion in the fourth quarter of 2007 to a net saving 
of $219 billion in the first quarter of 2008, reflecting the growing concern among 
households over the state of the economy. The Federal Reserve has reported that in 
the first quarter of 2008, households experienced a drop in their net worth of $1.7 
trillion. 2 

Foreign capital inflows augment domestic U.S. sources of capital, which, in 
turn, keep U.S. interest rates lower than they would be without the foreign capital. 



2 Board of Governors of the Federal Reserve System, Flow of Funds Accounts of the United 
States, Flows and Outstandings, First Quarter 2008, June 5, 2008. 





http://wikileaks.org/wiki/CRS-RL32462 



CRS-5 



Indeed economists generally argue that it is this interplay between the demand for 
and the supply of credit in the economy that drives the broad inflows and outflows 
of capital. As U.S. demands for capital outstrip domestic sources of funds, domestic 
interest rates rise relative to those abroad, which tends to draw capital away from 
other countries to the United States. 

The United States has also benefitted from a surplus of saving over investment 
in many areas of the world that has provided a supply of funds and accommodated 
the overall shortfall of saving in the country. This surplus of saving has been 
available to the United States, because foreigners have remained willing to loan that 
saving to the United States in the form of acquiring U.S. assets, which have 
accommodated the growing current account deficits. Over the past decade, the 
United States experienced a decline in its rate of saving and an increase in the rate 
of domestic investment, as indicated in Table 3. The large increase in the Nation’s 
current account deficit would not have been possible without the accommodating 
inflows of foreign capital. 

As Table 3 indicates, compared with the 1994-2001 period, U.S. saving in 2007 
declined by 3.4% of gross domestic product (GDP), while investment decreased by 
0.8% of GDP. This shift toward greater investment relative to saving was 
accommodated by an increase worldwide in saving relative to investment. Among 
other advanced economies and the newly industrialized economies in Asia, both 
saving and investment declined in 2007 relative to the 1994-2001 period, but 
investment declined more as a share of GDP than did saving, so saving increased as 
a relative share of GDP. In the emerging developing economies, the developing 
economies of Asia (which includes China), and the Middle East, saving as a share of 
GDP increased faster, and in some cases much faster, than did investment, which also 
increased in these areas. 

Table 3. Saving and Investment in Selected Countries and 
Areas; 1994-2001 and 2007 

(Percentage of Gross Domestic Product) 



Area/Country 


Average, 

1994-2001 


2007 


Change 


World 


Saving 


22.1 


23.7 


1.6 


Investment 


22.4 


23.3 


0.9 


United States 


Saving 


17.0 


13.6 


-3.4 


Investment 


19.6 


18.8 


-0.8 


Other Advanced Economies 


Saving 


21.6 


20.0 


-1.6 


Investment 


21.8 


21.1 


-0.7 


Eurozone 


Saving 


21.3 


21.8 


0.5 


Investment 


21.0 


22.2 


1.2 


Japan 


Saving 


29.3 


28.6 


-0.7 
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Area/Country 


Average, 

1994-2001 


2007 


Change 


Investment 


26.9 


23.8 


-3.1 


Newly Industrialized Asian Economies 








Saving 


33.0 


32.0 


-1.0 


Investment 


29.9 


25.7 


-4.2 


Emerging Developing Economies 








Saving 


24.1 


33.0 


8.9 


Investment 
Developing Asia 


24.8 


28.8 


4.0 


Saving 


32.7 


44.7 


12.0 


Investment 


32.4 


37.9 


5.5 


Middle East 








Saving 


25.2 


44.7 


19.5 


Investment 


22.1 


24.9 


2.8 



Source: World Economic Outlook, International Monetary Fund, April 2008. p. 268-271. 

Capital inflows also allow the United States to finance its trade deficit, because 
foreigners are willing to lend to the United States in the form of exchanging the sale 
of goods, represented by U.S. imports, for such U.S. assets as businesses and real 
estate (referred to as direct investment), and stocks, bonds, and U.S. Treasury 
securities. Such inflows, however, put upward pressure on the dollar, which tends 
to push up the price of U.S. exports relative to its imports and to reduce the overall 
level of exports. Furthermore, foreign investment in the U.S. economy drains off 
some of the income earned on the foreign-owned assets that otherwise would accrue 
to the U.S. economy as foreign investors repatriate their earnings back home. 

Some observers are particularly concerned about the long-term impact of the 
U.S. position as a net international investment debtor on the pattern of U.S. 
international income receipts and payments. 3 In 2006, the United States received 
$650 billion in income receipts on its investments abroad and paid out $614 billion 
in income payments on foreign-owned assets in the United States for a net surplus 
of $37 billion in income receipts, down from the $48 billion net surplus in income 
receipts experienced in 2005. Considering the overall negative balance of the U.S. 
net investment position, it is not surprising that the net surplus of income receipts is 
falling. As the annual amount of foreign investment in the U.S. economy continues 
to exceed the amount of U.S. investment abroad, however, it seems inevitable that 
U.S. payments on foreign-owned assets will continue to rise relative to U.S. receipts. 
A net outflow of income payments acts as a drag on the national economy as U.S. 
national income is reduced by the net amount of funds that are channeled abroad to 
foreign investors. 

Foreign capital inflows, while important, do not fully replace or compensate for 
a lack of domestic sources of capital. Capital mobility has increased sharply over the 
last twenty years, but economic analysis shows that a nation’s rate of capital 



3 CRS Report RL32964, The United States as a Net Debtor Nation: Overview of the 
International Investment Position, by James K. Jackson. 
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formation, or domestic investment, seems to be linked primarily to its domestic rate 
of saving. This phenomenon was first presented in a paper published in 1980 by 
Martin Feldstein and Charles Horioka. 4 The Feldstein-Horioka paper maintained that 
despite the dramatic growth in capital flows between nations, international capital 
mobility remains somewhat limited so that a nation’s rate of domestic investment is 
linked to its domestic rate of saving. 5 

Capital Flows and the Dollar 

Another aspect of capital mobility and capital inflows is the impact such capital 
flows have on the international exchange value of the dollar. Demand for U.S. 
assets, such as financial securities, translates into demand for the dollar, since U.S. 
securities are denominated in dollars. As demand for the dollar rises or falls 
according to overall demand for dollar-denominated assets, the value of the dollar 
changes. These exchange rate changes, in turn, have secondary effects on the prices 
of U.S. and foreign goods, which tend to alter the U.S. trade balance. At times, 
foreign governments have moved aggressively in international capital markets to 
acquire the dollar directly or to acquire Treasury securities in order to strengthen the 
value of the dollar against particular currencies. 

Also, the dollar is heavily traded in financial markets around the globe and, at 
times, plays the role of a global currency. Disruptions in this role have important 
implications for the United States and for the smooth functioning of the international 
financial system. This prominent role means that the exchange value of the dollar 
often acts as a mechanism for transmitting economic and political news and events 
across national borders. While such a role helps facilitate a broad range of 
international economic and financial activities, it also means that the dollar’s 
exchange value can vary greatly on a daily or weekly basis as it is buffeted by 
international events. 6 A triennial survey of the world’s leading central banks 
conducted by the Bank for International Settlements in April 2007 indicates that the 
daily trading of foreign currencies through traditional foreign exchange markets 7 



4 Feldstein, Martin, and Charles Horioka, Domestic Saving and International Capital Flows, 
The Economic Journal, June, 1980, pp. 314-329; Feldstein, Martin, Aspects of Global 
Economic In tegration : Outlook for the Future. NBER Working Paper 7899, September 
2000, pp. 9-12. 

5 Developments in capital markets have improved capital mobility since the Feldstein- 
Horioka paper was published and have led some economists to question Feldstein and 
Horioka’ s conclusion concerning the lack of perfect capital mobility. (Ghosh, Atish R., 
International Capital Mobility Amongst the Major Industrialized Countries: Too Little or 
Too Much?, The Economic Journal, January 1995, pp. 107-128.) Indeed, some authors 
argue that short-term capital flows among the major developed economies are highly liquid, 
perhaps too liquid, and seem to be driven as much by short-term economic events and 
speculation as they are by longer term economic trends. 

6 Samuelson, Robert J., Dangers in a Dollar on the Edge. The Washington Post, December 
8,2006. p. A39. 

7 Traditional foreign exchange markets are organized exchanges which trade primarily in 
foreign exchange futures and options contracts where the terms and condition of the 

(continued...) 
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totals more than $3.2 trillion, up sharply from the $1.9 trillion reported in the 
previous survey conducted in 2004, as indicated in Table 4. In addition to the 
traditional foreign exchange market, the over-the-counter (OTC) 8 foreign exchange 
derivatives market reported that daily turnover of interest rate and non-traditional 
foreign exchange derivatives contracts reached $2.1 trillion in April 2007. The 
combined amount of $5.3 trillion for daily foreign exchange trading in the traditional 
and OTC markets is more than three times the annual amount of U.S. exports of 
goods and services. The data also indicate that 86.3% of the global foreign exchange 
turnover is in U.S. dollars, slightly lower than the 88.7% share reported in a similar 
survey conducted in 2004. 9 



Table 4. Foreign Exchange Market Turnover 

Daily averages in April, in billions of U.S. dollars 





1992 


1995 


1998 


2001 


2004 


2007 


Foreign Exchange Market Turnover 












Instrument 














Spot transactions 


$394 


494 


568 


386 


621 


1,005 


Outright forwards 


58 


97 


128 


130 


208 


362 


Foreign exchange swaps 


324 


546 


734 


656 


944 


1,714 


Reporting gaps 


43 


53 


61 


28 


107 


129 


Total “traditional” turnover 


820 


1,190 


1,490 


1,200 


1,880 


3,210 


Over the Counter Derivatives Market Turnover 










Foreign exchange instruments 






97 


87 


140 


291 


Interest rate instruments 






265 


489 


1,025 


2,090 


Reporting gaps 






13 


19 


55 


113 


Total OTC turnover 






375 


575 


1,220 


2,090 


Total market turnover 


820 


1,190 


1,865 


1,775 


3,100 


5,300 


United States 














Foreign exchange turnover 




244 


351 


254 


461 


664 


OTC derivatives turnover 






90 


135 


355 


607 


Total 




244 


441 


389 


816 


1,271 



Source: Triennial Central Bank Survey: Foreign Exchange and Derivatives Market Activity 
in 2007. Bank for International Settlement, September 2007. 



7 (...continued) 
contracts are standardized. 

8 The over-the-counter foreign exchange derivatives market is an informal market consisting 
of dealers who custom-tailor agreements to meet the specific needs regarding maturity, 
payments intervals or other terms that allow the contracts to meet specific requirements for 
risk. 

9 Triennial Central Bank Survey: Foreign Exchange and Derivatives Market Activity in 
2007. Bank for International Settlement, September 2007. pp. 1-2. A copy of the report 
is available at: [http://www.bis.org/publ/rpfx07.pdfj 




